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Appendix A42 

Hints on Sample Essay Question 

In an essay of this type, there is no one-right-answer. But you should have traced 
through the history of the Special Drawing Right. When the IMF was set up in 1944, 
it was a financial intermediary, not a central bank, since it could not create money. 
It simply lent reserves from surplus to deficit countries through a complex mechanism. 
By the late 1960s, there were problems with both the dollar and gold. 

The U.S. was violating the "rules of the game" under Bretton Woods by following 
expansionary policies at home while running a payments deficit. It was also becoming 
unable to maintain the official price of gold at $35. A shift to gold as the main 
reserve would have been difficult without a big jump in the gold price (and would 
have benefited two major world gold suppliers, the Soviet Union and South Africa, 
both countries to which, at the time, the IMF members were not anxious to provide 
a windfall) . So it was decided to allow the IMF to create a new reserve currency, 
the SDR, as a kind of paper gold that might someday supplant the dollar and gold. 
However, the power of the IMF was kept very limited and relatively few SDRs were ever 
created. The SDR never became a world reserve currency of any importance although 
countries still have SDR balances . 

All of this was done in the context of the Bretton Woods system of fixed exchange 
rates. In a world of flexible rates, having reserves is less necessary. So it is not 
clear why the IMF should be given these expanded powers now. However, if some countries 
have exchange rate targets, added reserves might help them. Perhaps if the IMF could 
have quickly given Mexico some SDRs, it could have prevented the 1994 peso crisis. 
Yet giving the IMF more central bank powers raises the same kinds of issues raised 
in the European Monetary System. Who controls the central bank? What if it follows 
excessively inflationary policies? 
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When this question was asked on a final exam, there were problems with the answers 
received in some student essays on basic facts. For example, some students confused 
"reserve position in the IMF" (created by the original Bretton Woods agreement of 
1944) with SDRs (created in the late 1960s) . The original reserve system was in keeping 
wifeli/. the weak financial intermediary model. The SDR, in contrast, made the IMF more 
like a central bank; it could thereafter create a kind of international money. The 
IMF does not give out SDRs except by international agreement and has not done so for 
many years. Hence, the director's proposal would mark a significant change in the 
IMF role in the international economy. A good essay should make this clear. See section 
168 of your Study Guide for more on SDRs, especially pp. 168.4, 168.5. Basically, 
to write a good essay, you need to have a good institutional database of knowledge 



